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SUBJECT: CENTRAL BANK STUDY ON DISINCENTIVE EFFECTS OF FOOD AID 
REF STATE 165684 (NOTAL) 

1 . THE EMBASSY HAS RECEIVED THE CENTRAL BANK'S STUDY ENTITLED 
"DISINCENTIVE EFFECTS OF FOOD AID ON FOOD PRODUCTION IN SRI 
LANKA" (SIX COPIES BEING POUCHED TO DEPARTMENT) WHICH STATES 
"THE RESULTS (OF THE STUDY) DO NOT INDICATE A DIRECT 
DISINCENTIVE EFFECT OF FOOD AID ON DOMESTIC PRODUCTION...". 

THIS FINDING IS BASED ON A MULTIPLE REGRESSION ANALYSIS OF 
THE IMPACT OF FOOD AID (WHEAT, WHEAT FLOUR. AND RICE) IMPORTS 
FROM 1961 TO 1977 ON THE LOCAL PRODUCLTION OF RICE. OTHER GRAINS 
(MAIZE, GREEN GRAM, AND KURAKKAN), AND YAMS (MANIOC AND 
SWEET POTATOES). 

2. ALTHOUGH FOOD AID, PER SE, WAS FOUND TO HAVE NO DISINCENTIVE 
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EFFECT, THE STUDY DID FIND THAT TOTAL IMPORTS OF RICE AND FLOUR 
BOTH COMMERCIAL AND AID) HAD A DEPRESSING EFFECT ON THE 
DOMESTIC FOOD PRICES AND THEREBY A MARGINAL DISCOURAGING 
EFFECT ON PRODUCTION." THE HIGH LEVEL OF IMPORTS 
PARTICULARLY FLOUR, WAS NOT DUE TO FOOD AID, THE 
REPORT STATES .BUT RATHER TO THE GOVERNMENTS 
POLICY OF SUBSIDIZING FLOUR PRICES, AND TO "CONSIDERABLE 
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PRESSURE FROM THE DONOR COUNTRIES ON SIR LANKA TO IMPORT 
A CERTAIN MINIMUM QUANTITY OF FOOD SUPPLIED (ESPECIALLY 
FLOUR) FROM THE TRADITIONAL SUPPLIERS" LOW FLOUR 
PRICES WERE FOUND TO BE A DEFINITE DISINCENTIVE TO 
DOMESTIC FOOD PRODUCTION. 

3. WHILE ACKNOWLEDGING THAT CARE SHOULD BE TAKEN "NOT TO 
OVERSUPPLY THE MARKET WITH EXCESSIVE FOOD IMPORTS, AND THAT 
THE FOOD IMPORTED THROUGH AID OR OTHERWISE SHOULD BE 
REALISTICALLY PRICED," THE STUDY ARGUES THAT FOOD AID 
SHOULD BE INCREASED TO PROMOTE DEVELOPMENT THROUGH GREATER 
RESOURCE FLOWS. THE STUDY ALSO CLAIMS THAT REDUCED USUAL 
MARKETING REQURIEMENTS (UMR'S) IMPOSED BY FOOD AID DONORS "WOULD 
HELP TO PREVENT EXCESSIVE IMPORTS OF FOOD, PARTICULARLY 
FLOUR..." 

4. COMMENT: THE CENTRAL BANK'S REPORT IS NOT WELL DONE. 

IT IS POORLY WIRTTEN AND SOME OF THE REASONING IS 
OBSCURE. THE FINDING THAT BOTH THE IMPORTATION AND 
PRODUCTION OF FOOD GRAINS IS GREATLY INFLUENCED BY DOMESTIC 
PRICES IS LESS THAN PROFOUND. THE CONCLUSION THAT FOOD AID 

IS NOT A DISINCENTIVE TO PRODUCTION AND THE 
PLEA FOR GREATER AMOUNTS OF FOOD AID ON EASIER TERMS ARE 
OBVIOUSLY SELF-SERVING. NEVERTHELESS, DESPITE THE 
INADEQUACIES OF THE STUDY, THE EMBASSY AGREES WITH THE 
BASIC CONCLUSION THAT FOOD AID IS NOT A DISINCENTIVE. 
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5. IMPLICIT IN THE STUDY IS THE VALID POINT THAT FLOUR PRICES, 

AND TO A LESSER EXTENT RICE PRICES, HAVE USUALLY BEEN 
FIXED BY THE GOVERNMENT FOR SHORT-TERM POLITICAL REASONS 
INDEPENDENT OF LONGER-TERM ECONOMIC CONSIDERATIONS. ONCE 
A PRICE FOR FLOUR IS SET, THE RESULTING DEMAND MUST BE MET. 

TO THE EXTENT FOOD AID IS NOT AVAILABLE, THE DEMAND IS MET 
THROUGH COMMERCIAL IMPORTS. THIS WAS PARTICULARLY THE 
CASE DURING THE PREVIOUS GOVERNMENT WHICH GAVE FIRST PRIORITY 
IN FOREIGN EXCHANGE ALLOCATIONS TO FOOD IMPORTS, INCLUDING 
LARGE AMOUNTS OF COMMERCIAL FLOUR AND RICE. AFTER PAYING 
FOR IMPORTS OF FOOD AND PETROLEUM, LITTLE FOREIGN 
EXCHANGE WAS LEFT FOR OTHER IMPORTS, AND THE AGRICULTURAL 
AND INDUSTRIAL SECTORS STAGNATED FOR LACK OF INPUTS. 

THIS DID NOT KEEP THE PREVIOUS GOVERNMENT FROM LOWERING 
THE PRICE OF FLOUR FROM RS.1.10 TO RS 0.80 PER POUND 
IN AN EFFORT TO WIN VOTES. NOR DID IT STOP THE PRESENT 
GSL FROM DROPPING THE PRICE TO RS.0.60 PER POUND JUST 
AFTER THE ELECTION TO SHOW IMMEDIATE PROGRSS ON ITS 
ELECTORAL PROMISE TO REDUCE THE COST OF LIVING. 

6. IN MAKING THIS DECISION, THE PRESENT GSL'S POLICY 
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MAKERS OBVIVIOUSLY GAVE NO THOUGHT TO WHAT IMPACT THE 
COMING DEVALUATION OF THE RUPEE.WHICH BEGAN SLOWLY 
ONLY SIXTEEN DAYS AFTER THE FLOUR PRICE CUT AND 
CULMINATED IN THE MASSIVE DEVALUATION ON NOVEMBER 15, WOULD 
HAVE ON THE SUBSIDY COST. NOR APPARENTLY, WAS ANY 
CONSIDERATION GIVEN TO WHAT EFFECT SUCH A LOW FLOUR PRICE 
WOULD HAVE ON THE DEMAND FOR RICE AND OTHER DOMESTIC 
GRAINS. FORTUNATELY, THE NEW GSL QUICKLY REALIZED ITS 
MISTAKE AND HAS INCREASED THE PRICE OF FLOUR THREE TIMES 
IN THE PAST YEAR. WHILE THERE IS STILL A SIZEABLE SUBSIDY, 

IT IS APPARENT THE GSL PLANS TO ELIMINATE THE SUBISDY AS 
QUICKLY AS THE POLITICAL CLIMATE WILL PERMIT. 

7. IN PRIVATE CONVERSATIONS, CENTRAL BANK OFFICIALS CLAIM, 
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AND WE AGREE.THAT THE AVAILABILITY OF FOOD AID WAS NOT AN 
IMPORTANT FACTOR IN THE TWO GOVERNMENTS' DECISIONS TO 
LOWER AND THEN RAISE FLOUR PRICES WHILE FOOD AID IS IMPORTANT 
FOR BALANCE OF PAYMENTS' REASONS, THIS HAS BEEN OF ONLY 
PERIPHERAL INTEREST TO SENIOR POLICY MAKERS WHO TEND TO 
OPERATE ON THE BASIS OF POLITICAL INSTINCT RATHER THAN 
ECONOMIC REASONING. 

WRIGGINS 
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